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Abstract

Cryptocurrencies show tremendous growth by market capitalization, however Bitcoin
cross-country holdings are still in question. The purpose of the paper is to show that
inflation discontent with the rule of law failures can explain why residents of different
countries are prone to cryptocurrency holdings. The level of financial development is
also considered. A hypothesis is proposed for more complex and segmented motives
of Bitcoin holdings, tested by the OLS method. Single- and multi-factor regressions
with independent variables are used, which can validate cross-country Bitcoin hold-
ings in terms of inflation discontent, quality of institutions and financial development.
Regression results confirm the idea of more segmented motives to hold Bitcoins. First,
the hedge against inflation motive is rooted in the institutional weakness of central
banks, and the regression results show that inflation variables are the most significant.
Second, the hedge against institutional risks of asset ownership motive, based on the
lack of rule of law and the relevant variable, is best performing among other institu-
tional variables. Third, it is wrong to neglect financial development. However, it only
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monetary and institutional fragility is underestimated in the general discussion about
the nature of digital money.
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INTRODUCTION

More than 10 years have passed since the emergence of a new phenom-
enon - digital money, the ownership and exchange of which is con-
firmed by block-chain technology. Despite the apparent initial mar-
ginalization of radical skepticism and crypto-euphoria, it is becoming
increasingly clear that cryptoassets are becoming an integral part of
global finance. There is no doubt that the evolution of distributed ledg-
er technology, the further development of cryptocurrency issuance
models (for example, the emergence of stablecoins) and the growing
amount of programmable money have paved the way for the financial
industry and its unprecedented convergence with innovation. The first
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volatility of prices for cryptoassets requires caution when legalizing transactions with them by financial
institutions under supervision and regulation. The same price volatility significantly limits the potential
of cryptocurrencies to perform a well-established set of money functions (this phenomenon is well high-
lighted in Griffoli et al. (2018)). However, cryptocurrencies have become a specific asset class. It meets
certain criteria according to which they become quite attractive to expand the boundaries of the tradi-
tional portfolio, such as low correlation with other assets, high profitability at certain time intervals, and
going beyond the usual markets. On the other hand, cryptocurrencies have demonstrated the ability
to fill both the niche of certain dysfunctions of the existing financial infrastructure and to circumvent
regulatory barriers. At the same time, the acceleration of post-Covid inflation and divergent changes
in commodity price dynamics have affected the resumption of interest in the analysis of assets for their
ability to hedge the risk of currency depreciation. To date, there is a tendency to consider cryptocur-
rencies as “digital gold”. This approach is more in line with the logic of investment choice. But the pos-
sibility of using cryptocurrencies in a much broader functional dimension, combined with their ability
to perform certain aspects of monetary functions, brings to the fore a more complex problem. Demand
for privately issued digital money may reflect not only a way to hedge against inflation, but also a way
to adapt to the institutional failures of the current fiat money order, which is based on confidence in the
central bank’s ability to ensure price and financial stability. The inabilities of monetary authorities to
guarantee macrofinancial stability and the distorted redistributive and exploitative/expropriational in-
tentions of the government have a common denominator - institutional quality. It is not surprising that
central banks are not more confident as CBDC issuers than privately issued digital money that inflation
is higher and more volatile (Koziuk, 2021). Given this, interest in such money may be determined not
only by investment motives. Bitcoin and other cryptoassets may embody a new standard for adapting
to institutional failures: inflation hedge, making payments outside the regulatory perimeter, protecting
property rights, avoiding the risk of property expropriation and others. This raises the question of the
factors that determine the cryptoasset ownership across countries.

1. LITERATURE REVIEW

about the “portrait” of a retail investor in crypto-
currencies came in the Netherlands (AFM, 2018)

The problem of cryptocurrency ownership is at the
intersection for many research areas. A number of
papers point out that the cryptocurrency ownership
is mostly investment in nature with a focus on spec-
ulative income. This is emphasized in the relevant
analytical reviews and various kinds of surveys.

For example, the OECD (2019) announces that
the vast majority of digital money owners from
Asia put forward the motive to make quick profits.
The possibility of gaining the benefits of program-
ming money or inflation hedge in its purest form
is not a priority motive, which is a challenge to a
broader view of the prospects for the institution-
al positioning of privately issued digital money.
Similar findings are contained in such other in-
vestigations. In the UK, the FCA (2019, 2021), ana-
lyzing awareness of cryptoasset transactions, the
opportunities they offer, and the risks involved in
investing in them, concluded that the “fast track
to easy wealth” is the dominant motive. Studies
with a similar search structure and conclusions
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and Austria (Ritzberger-Griinwald Stix, 2018).
Analysis of the level of financial literacy in crypto-
currency ownership has shown that investors who
are more aware of them are less likely to trade with
them (Panos & Karkkainen, 2019).

Such studies generally explain the previously
identified conditionality of price dynamics in the
cryptoassets market by the degree of interest in
them from a wide range of agents: the price cor-
relation and number of search queries. But they
do not take into account that the growing role of
this asset class in global finance is ahead of the
superficial speculative interest of retail investors.
However, even such studies indicate a problem of
trust, pointing to differences in the origin of cryp-
toassets in their owners (OECD, 2019). The domi-
nance of assets acquired on the secondary market,
rather than during the initial coins offering, indi-
cates that cryptocurrencies that already had previ-
ous owners are more trusted, thus confirming the
validity of their virtual existence.
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Also, such research does not focus on the broad-
er institutional context of cryptoassets ownership,
which may stem from the problem of trust in gov-
ernment institutions and hierarchies. For example,
Vaz and Brown (2020) point out that the trust in
money is based on a whole set of elements con-
firming their validity, located in the respective
hierarchies.

The problem of trust in money is an important
part of explaining why cryptocurrencies may even
exist. If no one wanted to own them, they would
not spread. However, the biggest problem is why
private money are trusted, while the fiat money
model with the central bank continues to coexist
quite effectively. Thus, Carstens (2018b) points out
that if the value of money is not guaranteed in-
trinsically, it should be guaranteed institutionally
through the appropriate positioning of the cen-
tral bank. Borio (2019) emphasizes that the abil-
ity to guarantee price and financial stability is the
basis for the synergistic effect between trust and
the ability of money to perform its functions in
structural integrity, which is not possible without
a central bank model. In turn, Schnabel and Shin
(2004, 2018) emphasize that collective experience
is needed to be money as a payment instrument.
In fact, the example of collective experience also
explains why ownership through the secondary
market outweighs ownership through the ICO,
as shown in the OECD (2019). And theoretical
argumentation from the standpoint of collective
experience and money as memory is the basis of
the modern view of the nature of money as such
(Schnabel & Shin, 2004; Milgrom & Stokey, 1982;
Kocherlakota, 1996, 1998; Algietta, 2002). At the
same time, Koziuk (2021a) shows that economic
agents do not perceive CBDC and privately issued
digital money as the same asset class. In coun-
tries where central banks are more efficient and
the inflation experience is less traumatic, trust in
the CBDC is little different from trust in crypto-
currencies, but in countries with poorer monetary
qualities, privately issued digital money are more
trusted.

The heterogeneity of trust in digital money indi-
cates that economic agents perceive them as a dif-
ferent set of drivers of value than the traditional
approach to analyzing the functions of money.
Many authors clearly articulated that privately
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issued cryptocurrencies cannot effectively per-
form the functions of money in their structur-
al integrity (Carstens, 2018a; Griffoli et al., 2018;
Bauretal, 2018). Price volatility is a key factor in
why unit of account undermines medium of ex-
change, even if store of value can operate with-
in a certain platform trust or self-affirmation
through multiple decentralized interactions of
economic agents. It follows that the dominance
of investment motives should be decisive, which,
in fact, is confirmed by studies based on surveys
(OECD, 2019; FCA, 2019, 2021).

The investment motive for cryptocurrencies own-
ership is quite logical, given that their role in se-
curing mass payments is limited. It is in the con-
text of investment analysis that studies have been
developed to explain the behavior of cryptocur-
rency prices, especially Bitcoin. Initially, signifi-
cant emphasis was placed on the analysis of high
price volatility and non-correlation with market
assets (Yermack, 2015; Liuand Tsyvinski, 2018).
An alternative approach is presented in studies
based on the analysis of the Bitcoin value and
other cryptocurrencies for “network externalities”
and Metcalfe’s Law. Such surveys confirm that the
number of new wallets created can be considered
as an explanatory factor in the market value of
Bitcoin (Peterson, 2018; Van Vliet, 2018). Stylianov
et al. (2021) show that for cryptocurrencies, “net-
work effects”, namely high market concentration,
early entry benefits, and barriers to entry, do not
work fully. In particular, the low level of concen-
tration in the cryptoassets market and the lack of
impact of the concentration factor on competition
between cryptocurrencies suggests that the mar-
ket value of Bitcoin and other currencies cannot be
fully explained on the basis of the “network effect”
approach. In turn, Aste (2019) points to the need
to take into account the “network effects” and the
mood of the participants of such a network when
analyzing the prices of cryptocurrencies, includ-
ing Bitcoin. Changes in sentiment and prices are
mutually influenced, which significantly distin-
guishes cryptoassets from other asset classes.

If the results of Aste (2019) are consistent with the
conclusions about the investment-speculative mo-
tive of cryptocurrency ownership, in particular,
in terms of sensitivity of market prices to player
attitudes inherent in the behavior of retail inves-
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tors, the results of Stylianov et al. (2021) are am-
biguous in the context of market concentration.
Theoretically, regulatory barriers, non-regulatory
positioning of cryptocurrencies and the specific
value for their holders support the assumption that
there should be a low concentration of ownership
in this market. Therefore, the growing role of insti-
tutional investors with more sophisticated trading
strategies (IMF, 2021) suggests that the concen-
tration of the cryptocurrency market should in-
crease. The effects of concentration are important
not only for understanding the processes of value
formation and the dominant influence on price by
players with a stronger market position. In a more
concentrated market, the integration of crypto-
currencies with a more developed financial system
is obviously more important. In other words, the
more developed the financial system is, the more
institutional investors are willing to take on the
additional risk of market volatility, also expect-
ing benefits from operating in a market associat-
ed with innovative financial technologies. Lower
concentrations should indicate that cryptoassets
ownership is determined by the specific value they
provide to holders. This means that cryptocurren-
cy ownership may stem from the need to hedge
against inflation and institutional risks.

This view of the problem is based on research
that perceives the emergence of “digital gold” in
cryptocurrencies. Thus, the specificity of gold
as an asset class is based on the fact that it does
not have the risk of default, it is not a require-
ment against assets backed liability, it embodies
intrinsic value (Zulaica, 2020). Despite the con-
troversy over whether gold serves as a “safe asset”
(Bauer & Mc Dermontt, 2010; Dar & Mairta 2017),
there is evidence that it is a natural toolkit for
hedge against monetary and geopolitical tensions
(Reboredo, 2013; Conover et al., 2009; Zulaica,
2020). Accordingly, the value of Bitcoin and other
cryptocurrencies should be associated with mon-
etary shocks.

However, empirical research is ambiguous in this
regard, in particular, in the aspect that the re-
sponse of market prices of Bitcoin does not follow
the standard algorithm of response to the actions
of central banks. A number of studies emphasize
that the motives for Bitcoin ownership are similar
to the investment motives for exposures in pre-

http://dx.doi.org/10.21511/imfi.19(1).2022.13

cious metals (Dyhrberg, 2016; Halaburda, 2020).
There are signs in the behavior of cryptocurren-
cy prices that they can be used to hedge against
inflationary shocks and financial stress (Corbet
et al., 2020; Bouri, Molnar et al., 2017). Similarly,
geopolitical risks affect the market value of cryp-
tocurrencies, thus emphasizing their role as the
digital equivalent of “safe havens” (Smales, 2019;
Corbet et al., 2020; Bouri, Gupta et al., 2017; Bouri,
Molnér et al., 2017).

In contrast to research focusing on the portfolio
properties of cryptocurrency investments and re-
lated drivers of their market value, Karau (2021)
points to a fundamentally different problem. The
identification of Bitcoin with “digital gold” is not
entirely correct. It is much better to compare it
with a vehicle currency, or “global digital cash”,
which immediately hedge against inflation, vul-
nerabilities of the financial sector to shocks, as
well as the possibility of “overflow” from jurisdic-
tion to jurisdiction outside formal regulatory bar-
riers. In particular, Karau (2021) points out that
the price of Bitcoin responds to the shock in the
euro area as if cryptocurrency is an instrument
of hedging against inflationary shock (hawk sig-
nal lowers its price), and in the case of the Fed’s
hawk signal the situation is different — the price of
Bitcoin rises. That is, in the case of the pair “Euro-
Bitcoin” the effect of inflation hedge is observed,
which is close to the effect of “digital gold”, and
in the case of the pair “Dollar-Bitcoin” this effect
is no longer observed. According to Karau (2021),
the main reason for this is that the demand for
Bitcoin demonstrates the response to the risks of
deteriorating financial conditions in the emerging
markets by exiting more risky assets and “over-
flow” into cryptocurrency. This reinforces the the-
oretical position that when the vulnerability of the
economy is due to the institutional weakness of
monetary power, cryptocurrencies take over the
role of dollarization (Cifuentes, 2018). Naturally,
the institutional analysis of money cites dollariza-
tion as a typical example of the problem of trust in
the central bank in the narrow sense and power in
the broad sense. Lack of confidence in the ability
of money to perform the relevant functions push-
es economic agents to foreign exchange substitu-
tion (Gomez, 2019). Bitcoin has a clear advantage
in this aspect, as it also allows transactions and
shadow cross-border capital flows.
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Nevertheless, the portfolio approach to analyzing
the motives of Bitcoin ownership limits the ability
to identify the importance of institutional factors.
After all, as shown in a number of studies, infla-
tion is a manifestation of the lack of institutional
quality, particularly in the difference between for-
mal and de facto independence of the central bank
(Nurbayev, 2017; Moser, 1999; Keeper & Stasavage,
2003; Hayo & Voigt, 2008).

This paper is based on the assumption that the
structural characteristics of a country can ex-
plain the motives for cryptocurrency ownership.
Motives for hedging against institutional and
monetary policy risks may dominate. However,
taking into account the growing importance of
cryptocurrencies in global finance (IMF, 2021),
as well as the growing volume of literature on the
role of cryptoassets in portfolio diversification
(Dyhrberg, 2016; Bouri, Gupta et al., 2017, Bouri,
Molnar et al., 2017), it should not be rejected that
financial development may play a separate role.
The level of development of the financial system
may also determine the share of the population
that owns Bitcoin, but not so much for reasons to
hedge against institutional or inflation risks, but
for the reasons of expanding the market portfolio
and reaping the benefits of investing in assets as-
sociated with technological innovations.

The purpose of the paper is to test empirically the
idea that cross-country Bitcoin holdings could be
determined by complicated and segmented factors
defined as monetary order discontent and institu-
tional weakness. Financial development as a pre-
condition for sophisticated investment strategies
is also considered.

The hypothesis is the following. While higher in-
flation and lack of property rights may demon-
strate weaker institutions and fragile central
banks, economic agents are forced to hold larg-
er fraction of assets in cryptocurrency to hedge
against inflation and expropriation risks. At the
same time, the level of financial development may
affect the motivation to hold Bitcoins from the so-
phisticated portfolio management point of view.
Thus, financial development is considered among
institutional discontent factors as a separate driver
of cryptoasset holdings and should be in a direct
relationship with Bitcoin holdings.
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2. BITCOIN: EVIDENCE
OF CRYPTOASSET
CAPITALIZATION
AND MARKET PRICING

The appearance of DLT technology is clearly revolu-
tionizing global finance, paving the way for the de-
velopment of programmable money, a breakthrough
in payment services and the further convergence
of finance and innovation. Cryptocurrencies have
opened up the possibility of integrating the techno-
logical way of solving the trust dilemma in decen-
tralized systems with new ways of creating value for
consumers of financial services. At the same time,
the scale of potential changes in payment technolo-
gies began to be seen almost as an alternative to the
existing monetary order with a view of undermining
the key role of central banks in it. However, in the in-
itial version, cryptocurrencies showed a rather lim-
ited ability to function as money in their structural
integrity, and the technological features of the dis-
tributed registry called into question early enthusi-
asm that a DLT-based payment system could be built,
taking into account transaction speeds and energy
costs.

On the one hand, this problem did not reject the idea
of developing block-chain payment services, but, on
the contrary, it encouraged innovation in the field of
cryptocurrencies, increasing competition between
them. The practical implementation of the idea of
programmed money, stablecoins and related solu-
tions in the field of financial services has established
the role of cryptocurrencies in the global financial
landscape. On the other hand, cryptocurrencies
have very quickly become cryptoassets, retaining the
ability to meet the needs of payments, asset manage-
ment, and hedging against institutional and mone-
tary risks at the same time. The behavior of crypto-
currency prices has shown that what does not make
them money in the traditional sense of the word.
turns them into an asset with a special investment
profile. It is no coincidence that the market capitali-
zation for cryptoassets has an obvious upward trend
(Figure 1) (IMF, 2021).

Despite significant fluctuations in market capitaliza-
tion, the emergence of new types of cryptoassets im-
proves the market position as a whole, more prom-
inently reflecting the leadership positions of such
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Source: IMF (2021).
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solutions as Bitcoin. Figure 1 shows that until the
beginning of 2021, market capitalization for cryp-
toassets was largely determined by the capitalization
of Bitcoin. In that time, the role of this cryptocur-
rency is weakening. Market capitalization as a whole
began to be subject to a wider range of individual
market segments. However, the role of Bitcoin still
remains significant.

It remains an open question whether the success
of cryptocurrencies is due to changes in mon-

etary policy since the global financial crisis, or
whether it reflects the spontaneity of innovation.
Nevertheless, the allocation of cryptocurrencies to
a separate asset class, which has occupied a cer-
tain investment niche in portfolio management, is
largely due to the fact that the behavior of prices,
including Bitcoin, there is certain sensitivity to the
effects of global liquidity expansion.

Figure 2 shows that in the medium term, there are
no clear and convincing signs of an inverse rela-

Source: Fed statistics and STATISTA (https://www.statista.com/statistics/326707/bitcoin-price-index/).
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tionship between the market value of Bitcoin and
global monetary conditions expressed in US capi-
tal market rates. However, since 2020 the situation
has changed.

Figure 2 shows that Bitcoin price extremes un-
til 2020 were not related to changes in the time
structure of interest rates in the US market.
Moreover, in 2017, the jump in Bitcoin prices
took place against the background of monetary
conditions, which became more stringent, and
in 2019 it was the other way around. The lack of
a clear relationship between the movement of
monetary conditions and Bitcoin prices com-
plicates its positioning as a toolkit for hedging
against inflationary shocks. But in 2020 the sit-
uation has changed. The sharp jump in Bitcoin
prices was accompanied by a significant differ-
ence between short- and long-term rates in the
US market. This episode accurately characterizes
the association of Bitcoin with “digital gold”, as
long-term rates have already begun to respond to
accelerating inflation in the US and around the
world, while short-term continued to be influ-
enced by monetary expansion by the Fed. This
effect can be seen in the example of commodi-
ty and gold prices, which are known to respond
quite clearly to the expansion of global liquidity
(Bauer & McDermontt, 2010; Dar & Mairta, 2017;
Reboredo, 2013; Conover et al., 2009; Zulaica,
2020). The data in Figure 3 also confirm that in
the medium term, gold and Bitcoin pricing show
signs of strong correlation, especially in times of
upward pressure.
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In contrast to the relatively well-traced correlation
between Bitcoin and gold pricing, the correlation
between the former and commodity prices is less
obvious (Figure 4). In the medium term, local
peaks in cryptocurrency and commodity prices
coincided only once in 2017. In general, this weak-
ens the argument that Bitcoin prices are a con-
sequence of global liquidity expansion, to which,
in turn, commodity prices are quite sensitive.
However, in 2020 the situation has changed. There
is a strong upward pressure in both markets. In
conjunction with the data in Figures 2 and 3, this
may indicate that the cryptocurrency market has
begun to receive liquidity created by soft mone-
tary conditions in the United States in response
to overcoming the effects of the crisis. This does
not contradict but rather confirms the hypothesis
that soft monetary conditions encourage the flow
of capital to higher-risk asset markets, and is con-
sistent with the well-known empirical evidence
that soft monetary policy in the United States is a
global driver of capital flows in direction toward
yield-seeking (Miranda-Agrippino & Rey, 2020;
Miranda-Agrippino & Ricco, 2021).

The reaction of cryptocurrency prices to the easing
of global monetary conditions, although it may
reflect signs of positioning as digital gold, rather
confirms how risky this asset is. Figure 5 demon-
strates that cryptoassets have shown the highest
level of risk-adjusted returns over the past year.

Together, Bitcoin and the 10 most popular cryp-
toassets have shown a fairly high propensity for
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volatility. The reason why the yield and volatili-
ty in the market in cryptoassets have increased
over the last year can be explained by the fact
that accelerating inflation and signals from lead-
ing central banks to normalize monetary policy
have turned out to be divergent. Karau (2021)
shows that the market value of Bitcoin responds
to monetary surprises, even if the reaction to the
Fed and the ECB differs. In the first case, the price
of Bitcoin is rising as a manifestation of chang-
es in capital flows in response to expectations
of a negative impact of tighter monetary policy
in the United States on financial conditions in
emerging markets. And in the second case, it is
a standard reaction to lower prices in response
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to expectations of tighter monetary conditions
in Euros. Such dual effect allows Karau (2021) to
announce that Bitcoin behaves more like “global
digital cash” than “digital gold”. This effect is ex-
tremely important for testing the hypothesis in
this paper. The vulnerability of financial systems
in many countries to changes in global macrofi-
nancial conditions is institutional in nature, as
are problems with controlling inflation. They are
a consequence of the institutional weakness of
central banks. In terms of unique technological
properties, Bitcoin ownership can allow you to
hedge against monetary and institutional risks
and at the same time be a manifestation of a mar-
ket portfolio expansion strategy.

Source: IMF (2021).
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Figure 5. Risk-adjusted returns
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3. RESEARCH METHODOLOGY

Empirical testing of hypotheses is based on the meth-
od of constructing one- and multi-factor regression
equations. The choice of this particular approach is
due to a number of reasons. The limited data and
their mostly structural nature are the most impor-
tant. A similar approach has been used to analyze
the relationship between the central banks’ progress
in implementing CBDC and a country’s structural
characteristics (Auer et al., 2020). An identical meth-
od was also used to analyze the relationship between
the depth of central banks’ progress in the imple-
mentation of CBDC projects and their independence
in combination with other structural characteristics
of a country (Koziuk, 2021).

The set of explanatory variables was chosen in
such a way that one could see the consistency and
inconsistency between them and the indicator
that characterizes the Bitcoin ownership across
countries. The number of countries is 139, cover-
ing different developed, emerging and developing
countries. Accordingly, the dependent variable is
the share of the population that owns this cryp-
tocurrency (Global Cryptocurrency Ownership
Data, 2021, triple-a.io/crypto-ownership/).

The independent variables are as follows:

o Financial Development Index (FinDev). This
index characterizes the degree of financial
development of a country in terms of mar-
ket depth, the scale of financial institutions
and the availability of financial services
(Svirydzenka, 2016). Given that the level of
financial development correlates with the lev-
el of well-being, the majority of people who
prefer to own risky assets indirectly confirm
the position of a direct relationship between
well-being and risk appetite. It should be not-
ed that the hypothesis of the conditionality of
Bitcoin ownership by the level of financial de-
velopment of a country is confirmed if there
is a direct relationship between this variable
and the dependent variable. If the connection
is weak or inverse, this hypothesis should be
considered unconfirmed.

e Global Innovation Index (Globlnn). This vari-
able is designed to enhance understanding of
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the conditionality of the propensity to Bitcoin
ownership for reasons of financial develop-
ment given the steady trend towards conver-
gence of finance and innovation. In addition,
the more innovation developed in a country,
the more likely it is that the range of experts
in DLT solutions will be wider. Bitcoin owner-
ship may also indicate a desire to be involved
in promising technological solutions in the
field of finance. Therefore, a direct relationship
should be theoretically predictable, as should
be the case with the Financial Development
Index.

Index of Central Banks’ Progress in CBDC
projects (CBDC). Certain structural charac-
teristics of a country, such as the level of the
shadow economy or the volume of currency in
circulation, determine the interest of central
banks in promoting the idea of a centralized
alternative to privately issued cryptocurren-
cies (Auer, 2020), and therefore it may have
indicative content imperfections of fiat money
in a country. However, in the analysis of this
variable, it is not assigned a key role, but rather
an auxiliary one.

Index of Economic Freedom (EcFr). The low-
er the economic freedom in a country, the
more motives for cryptocurrency transactions.
Similarly, the indices of monetary freedom
(MonFr) and financial freedom (FinFr) are
used alongside the general Index of Economic
Freedom. They specify the constraint on eco-
nomic activity, and therefore complement the
overall impact of the institutional parameter
as economic freedom in favor of Bitcoin own-
ership and can potentially help to understand
which of the barriers to economic activity is
more significant. For example, one that is relat-
ed to the overall institutional nature of the bur-
den of constraints, or one that stems from the
money transaction or access to finance sector.

Chinn-Ito Index (Chinnlto). As cryptocurren-
cies allow cross-border transactions outside
the usual regulatory perimeter, the nature of
restrictions on capital flows may determine
the need to have instruments that will ensure
the transfer of funds across national borders.
This index traditionally assumes that a greater

http://dx.doi.org/10.21511/imfi.19(1).2022.13
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value characterizes fewer restrictions on cap-
ital flows, and therefore, theoretically, an in-
verse relationship should be expected.

e Rule of Law Index (RofL). Theoretically, the
reverse relationship would be correct, as the
motives for owning an asset that is not sub-
ject to restrictions by government institutions
are a reflection of how economic agents hedge
against relevant risks.

o Burden of Government Regulation Index
(BofGR). Like the Rule of Law Index, it is cal-
culated by the World Bank, but unlike the for-
mer, is not always interpreted unambiguously.
For example, the greater burden of regulation
may be the result of a society’s choice of more
interventionist policies, and may be a mani-
festation of inefficient government expansion.
It can be assumed that the greater burden of
regulation should encourage a greater propen-
sity to cryptocurrencies ownership.

o Inflation. It directly indicates the extent to
which economic agents are dissatisfied with
the monetary order of fiat money and are will-
ing to hedge against the weak institutional
framework of central banks through the place-
ment of assets in cryptocurrencies. Inflation in
the regression analysis is represented by three
variables. Ln of average inflation 2000-2020
(Infl 00-20) is to identify medium-term driv-
ers of dissatisfaction with the current mone-
tary order. Ln of average inflation 2010-2020
(Infl10-20) is to track the impact of inflation
on the choice of economic agents during the
expansion of cryptocurrencies. Ln of standard
deviation of inflation 2000-2020 is to indicate
the degree of instability in monetary policy,
which affects the dissatisfaction of economic
agents with the performance of money as a
unit of account. Logarithmization applied in
order to normalize the data series and elim-
inate distortions due to hyperinflationary
episodes in some countries. The example of
Venezuela is the most illustrative, as the coun-
try has the highest inflation in the world in re-
cent times and the highest level of sharing of
cryptocurrencies. Naturally, a direct relation-
ship between the analyzed variables would be
theoretically correct.

http://dx.doi.org/10.21511/imfi.19(1).2022.13

In general, the results of regression analysis con-
firmed the logic of the selected variables for test-
ing the stated hypotheses, which is reflected in the
following parts of the paper.

4. EMPIRICAL RESULTS

As already mentioned, the empirical technique of
analysis is based on a separate construction of sin-
gle- and multi-factor regression models (Tables 1
and 2). In general, the obtained parameters of sin-
gle-factor models testify to the existence of theo-
retically predictable directions of a relationship.

The results presented in Table 1 demonstrate that
all the selected variables are related to the share
of the population that owns Bitcoin (across coun-
tries), the direction of which corresponds to the-
oretical assumptions. However, a single-factor
analysis shows that the most statistically signif-
icant relationship is found in variables such as
the Financial Development Index, the Global
Innovation Index, the Monetary Freedom Index
and indicators of inflation volatility. Similarly,
the statistical significance and direct relation-
ship can be traced to a variable that characterizes
the central banks’” progress in preparing for the
introduction of the CBDC. Nonetheless, institu-
tional variables and the degree of liberalization of
capital flows have not shown sufficient statistical
significance, although the direction of the rela-
tionship is correct. Nevertheless, in all these cas-
es, the density relationship is quite low. In general,
the results of a single-factor analysis allow us to
conclude that, despite the general validity of the
hypotheses, none of the variables alone can reli-
ably explain the differences in the choice in favor
of Bitcoin ownership across countries. One can
only speculate that most likely a combination of
factors will better explain the share of cryptocur-
rency ownership. However hypotheses about the
role of financial system development and hedg-
ing against monetary risks are more likely to be
confirmed.

The results presented in Table 2 confirm that the
combination of factors allows explaining the
choice in favor of Bitcoin ownership correctly. It
is noteworthy that the inclusion of all variables
in the structure of the regression model leads
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Table 1. Single-factor regression analysis results

Source: Calculated by the author using the Statistica software package.

(1) (2) (3) (4) (5) (6) (7) (8) (9) (10) (11) (12)
2.391
FinDev (3.193)
....................... 0002
0.039
GlobInn (2.554)
....................... 0012
0.766
CBDC (3.548)
....................... OOOl
-0.007
EcFr (—0.382)
....................... 0.703
-0.068
MonfFr (=2.915)
....................... 0.004
-0.001
FinFr (-0.101)
....................... 0.920
-0.112
Chinnlto (—0.815)
0.417
-0.392
RofL (—0.280)
....................... 0.780
-0.443
BofGR (~1.565)
....................... 0.120
0.468
Infloo-20 (2.913)
....................... 0.004
0.476
Infl10-20 (3.324)
....................... 0.001
0.293
(1.937)
0.055
1.502062 1.139489 2.060656 2.837754 7.474631 2.442491 2.474725 2.795202 3.935106 1.702279 1.825710 2.005063
0.071 0.052 0.092 ©0.00108059  0.05921126 : 0.00007541 @ 0.005084 ‘@ 0.00066738 : 0.018925 : 0.05832233 @ 0.074623 @ 0.02664725
E ctatistics F(1.134) = F(1.120) F(1.124) = F(1.135) = F(1.135) = F(1.134) = F(1.130) = F(1.117) = F(1.127) = F(1.137) = F(1.137) = F(1.137) =
10.194 =6.5241 12.589 0.14604 8.4966 0.01011 0.66433 0.07814 2.4499 8.4850 11.048 3.7506
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to a number of points that need attention. First,
the role of the Rule of Law Variable is growing
sharply. It becomes the most statistically signifi-
cant in specifications (1) and (2). The same applies
to the variable level of innovation development.
Similarly, the relationship between the degree of
progress central banks have made in introducing
central bank digital currency and the spread of
Bitcoin ownership has been confirmed. However,
as the analysis of the relationship between these
variables is not considered causal but reference,
the CBDC score variable is subsequently exclud-
ed from the analysis. Second, a number of varia-
bles in specifications (1) and (2) change the direc-
tion of the relationship, although in single-factor
equations this direction is fully consistent with
theoretical assumptions. For example, inflation
volatility has shown some instability in the direc-
tion of the relationship. The same applies to the
burden of regulation.

Despite the significant increase in density rela-
tionship in the first two specifications, it was lat-
er decided to test hypotheses of the motives for
Bitcoin ownership by narrowing the number of
variables based on analytical assumptions, as well
as the stability of the direction of the relation-
ship. Accordingly, the following specifications
did not take into account CBDC score variables,
monetary and financial freedom indices (in par-
ticular, due to the impact of inflation on the value
of the first index and the weak statistical signifi-
cance of the second), the Burden of Government
Regulation Index, and inflation volatility and in-
flation 2000-2020. Only one inflation variable was
left for analysis, which covers the period of Bitcoin
expansion, i.e. which reflects the actual motive for
hedging against monetary risks, and not the habit
of attitude to inflation, which can be evidenced by
the inflation result in twice the time interval. The
hypothesis of the role of financial development in
the context of innovation as a factor in crypto-
currency ownership was additionally tested to ex-
pand the investment portfolio by entering an as-
set with a promising innovation component based
on the interaction of variables of the Financial
Development Index and the Global Innovation
Index. This is appropriately reflected in specifica-
tions (3) to (9), which completely change the vision
regarding the statistical reliability of regression
equations.
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Based on the data analysis in Table 2, the follow-
ing conclusions can be drawn.

First, inflation proved to be the most stable and
statistically significant factor explaining the
choice in favor of Bitcoin. It can be concluded in
advance that monetary risks are too underesti-
mated when it comes to choosing to privately is-
sued cryptocurrencies.

Second, financial development is not a factor that
can fully explain Bitcoin ownership. Only in spec-
ification (5) does the statistical significance of
the relationship become acceptable when the fac-
tor of the level of innovation development is not
taken into account. At the same time, the Global
Innovation Index more convincingly corresponds
to the share of the population that owns Bitcoin.

Third, because the development level of the finan-
cial system and innovation may not coincide, and
the idea of the role of financial depth is difficult
to reject, given the changes in perceptions of the
role of cryptoassets in market portfolios, an addi-
tional variable was applied. It is the combination
of financial development and innovation that al-
lows one to see how the choice in favor of Bitcoin
stems from the expansion of ideas about an effec-
tive asset portfolio. Specifications (7) and (8) clear-
ly prove this, demonstrating the unambiguous sta-
tistical significance of this variable.

Fourth, without dismissing the assumption that
cryptocurrency ownership may stem from re-
strictions on cross-border capital transfers, the
Chinn-Ito Index variable was introduced in spec-
ifications (8) and (9). In specification (8), the case
of financial development was tested in conjunc-
tion with the dissemination of innovation, and
in the case of specification (9) this factor was no
longer taken into account, but financial develop-
ment and dissemination of innovation appeared
as separate variables. In both cases, the direction
of a relationship is theoretically correct, but not
statistically significant. In other words, restric-
tions on capital flows are not a key motive for
cryptocurrency ownership. Rather, the existence
of such constraints is the result of the level of de-
velopment of the financial system itself, which is
influenced by institutional quality and monetary
instability.
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Table 2. Multi-factor regression analysis results

Source: Calculated by the author using the Statistica software package.

(1) (2) (3) (4) (5) (6) (7) (8) (9)
0.874 2.379 2.266 2.234 6.145 2.892 2.089
FinDev : (0.464) : (1.368) : (1.436) : (1.426) : (5.618) : (1.882) : : : (1.310)

: 0.644 0.174 0.154 0.157 0.000 0.062 0.193
1.155 0.133 0.131 0.130 0.057 0.141
Globlnn (3.416) (3.058) (3.193) (3.192) (1.713) (3.388)
0.001 0.003 0.002 0.002 0.089 0.001
: 0.772 : : : : : : : :
CBDC (2.830)
: 0.006 : : : ; ;
: 0.023 0.001 -0.010 -0.065
EcFr (0.404) (0.014) (-0.305) (-2.194)
: 0.687 0.989 0.761 : : : 0.030
: -0.021 -0.039 :
MonFr (=0.284) (=0.559)
: 0.777 0.577

: 0.001 -0.002
FinFr (0.042) (=0.124)
: 0.967 0.902 : : : : : H H
-0.108 -0.143 -0.237
Chinnlto (-0.482) (=0.772) (=1.326)
0.631 0.442 0.188
: -11.079 -9.538 -9.302 —-9.669 —-4.791 -6.384 —5.724 —-9.055
RoflL (=3.743) (=3.378) (=3.416) (=3.976) (=2.504) (=2.934) (=2.484) (=3.623)
: 0.000 0.001 0.001 0.000 0.014 0.004 0.015 0.000
: -0.208 0.099 : : : : : : :
BofGR (=0.503) (0.259)
: 0.616 0.796
: 0.821 0.106
Infloo-20 (1.198) (0.180)
: 0.234 0.858

0.210 0.499 0.689 0.698 0.685 0.752 0.686 0.652 0.638

(0.390) (0.953) (2.897) : (2.973) : (4.096) : (3.419) : (2.807) : (2.599) : (2.667)

0.697 0.343 0.005 0.004 0.000 0.001 0.006 0.011 0.009

: —-0.257 : : : : : : : :

StDevInfl (=0.570)
: 0.570

Infl10-20

: : : : : : : 0.110 0.112
FinDev*Globlnn (5.143) (5.213)
0.000 0.000
Intercept 2.7091 476269 2.57395 2.17393 2.20183 2.805440 3.86607 3.57759 1.70033
R i 038483860 i 031026332 i 0.29363790 i 0.29299974 i 0.28655644 : 0.21949181 : 0.22505323 i 0.23485952 :  0.31220441
F statistics  F(12.84)=4.3791 i F(9.96)=4.7982 : F(5.103)=8.5635 : F(4.104)=10.775 : F(3.115)=15.397 : F(4.115)=8.0850 : F(3.105)=10.164 : F(4.102)=7.8272 : F(5.101)=9.1692
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Fifth, the quality of institutions is a defining in-
stitutional parameter that explains the choice in
favor of asset such as cryptocurrency. At the same
time, not surprisingly, the economic freedom rep-
resented by the relevant index, neither in the spec-
ification with the Rule of Law Index (3), nor in
the specification without it (6), does not reach the
appropriate statistical significance. Interestingly,
without the Rule of Law Index, but with the Index
of Economic Freedom, the statistical significance
of financial development and the spread of inno-
vation also deteriorate. This pattern can be ex-
plained by the fact that the degree of liberality
of doing business is not a criterion by which eco-
nomic agents assess the degree of riskiness of the
institutional environment. The choice in favor of a
virtual asset is much more determined not by the
liberality of business conditions, but by the pro-
tection of rights, which reflects the statistical sig-
nificance of the relationship in the case of the Rule
of Law Index. At the same time, the Rule of Law
Variable demonstrates the greatest importance in
all specifications of multi-factor equations. In this,
it is even ahead of the inflation variable. This is
in stark contrast to the case of single-factor equa-
tions, when the Rule of Law Index did not show
sufficient statistical significance.

Sixth, the differences in the significance of the
Rule of Law Variable in single- and multi-factor
models suggest a more complex vision of the role
of institutional quality in determining the choice
in favor of cryptoassets ownership. In general, it
can be assumed that the rule of law acts both di-
rectly through the channel of institutional risks
of protection of rights, and indirectly through the
channel of institutional guarantees of the reliabil-
ity of the monetary order for the issuance of fiat
money by the central bank. Therefore, as shown in
a number of studies (Nurbayev, 2017; Moser, 1999;
Keeper & Stasavage, 2003; Hayo & Voigt, 2008),
trust in the central bank as an issuer of fiat money
is impossible without a solid institutional basis.

5. DISCUSSION

The empirical results obtained allow us to contin-
ue the discussion about the motives for cryptocur-
rency ownership. The view of Bitcoin as “digital
gold” or “global digital cash” has traditionally

http://dx.doi.org/10.21511/imfi.19(1).2022.13

been clearly underestimated in the context of the
fact that the more the network of cryptocurrency
transactions expands, the more its owners get new
opportunities to meet demand for an asset that
simultaneously performs the function of a means
of payment and a cross-border funds transfer. The
conditionality of Bitcoin ownership in terms of
inflation and the institutional quality strengthens
the position expressed by Karau (2021) on the spe-
cific increase in demand for Bitcoin in lower-in-
come countries in response to the hawk’s bias in
US monetary policy. In other words, given the
risks of financial shock, which in less developed
countries is more likely to provoke higher infla-
tion, devaluation and financial instability, “slip-
ping” into an asset that still allows for cross-border
transactions may be considered a rational choice.

Koziuk (2021b) noted that trust in centralized and
privately issued digital currencies differs in terms
of inflationary experience and monetary confi-
dence. The results of the paper confirm that, de-
spite progress in reducing inflation in many coun-
tries, economic agents continue to look for toolkits
to inflation hedge precisely in the context of how
sustainable they view the institutional framework
for central bank price stability credentials. Koziuk
(2021b) also found that the level of innovation de-
velopment does not affect trust in digital money.
Whereas, this paper shows that the level of innova-
tion is still a factor that determines cryptocurren-
cy ownership. From a formal point of view, there
is some contradiction in this. However, it can be
explained by the segmentation of the level of in-
formation asymmetry and the cognitive barrier in
operations with the attributes of the virtual world.

The institutional quality is also underestimated as
a factor that encourages economic agents to see
in cryptocurrencies the ability to meet needs that
cannot be met within centralized fiat monetary
systems. The lack of depth in the financial sector,
its weak resistance to shocks is one aspect of this
phenomenon. Risks of asset expropriation are an-
other dimension of the institutional weakness. At
the same time, insisting solely on the hypothesis of
“global digital cash” seems a bit exaggerated. Table
1 and 2 show that the factor of formal restrictions
on cross-border transactions does not play a signif-
icant role. Consequently, the tightness of restric-
tions on capital flows is not a determining factor
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in Bitcoin ownership, while Lyons and Viswanath-
Natraj (2020) demonstrate that cryptocurrencies
support the network of entry into the assets of the
chosen denomination. On the other hand, one
should not reject the assumption that cryptocur-
rencies allow for “escape” into “global digital cash”
at the “retail level”, for which formal restrictions
on capital flows are not so fundamental. In oth-
er words, for companies operating internationally,
cryptocurrencies are not a key toolkit for financial
management, while restrictions on capital flows
are mostly addressed by them. Similarly, such
companies can circumvent regulatory barriers by
reducing the importance of the formal Chinn-Ito
Index.

The combination of financial development and
propensity to innovate reflects the emergence
of a specific segment of the financial system for
which traditional approaches to assessing the
investment quality of assets are not so signifi-
cant. That is, based on Yermack (2015), it could

be assumed that the investment demand for
cryptocurrencies is unlikely to take place, and
the expansion of the market boundaries of the
asset portfolio should rather reflect the risk ap-
petite. To some extent, this logic is facilitated by
the data in Table 2 indicating the instability of
the statistical significance of the variable finan-
cial depth itself. And the fact that investments
in cryptocurrencies are becoming a new seg-
ment of global finance, despite the high volatil-
ity of their market value, just suggests that the
demand for them should have specific invest-
ment features. The combination of financial de-
velopment and the propensity to innovate high-
lights the emergence of a new class of investors
who view Bitcoin ownership more as an invest-
ment in a technologically promising sector. It is
this effect that allows one to see specifications
(7) and (8). This discussion can be summarized
by arguing that the monetary and institutional
risks that lead to cryptocurrency ownership are
underestimated.

CONCLUSION

Despite the obvious growing role of cryptocurrencies such as Bitcoin in the global financial industry
(IMF, 2021), this paper hypothesizes that the institutional quality and inflation are key factors in deter-
mining the cross-country difference in ownership. The role of financial sector development and finan-
cial innovation as prerequisites for investment demand is also not rejected. The regression analysis used
in the paper to explain the share of the population that owns Bitcoin, in general, confirms the hypoth-
eses about the potential duality of motives, which determine why there are differences in the choice of
cryptocurrency investments in different countries. First, hedging against inflation risks is the most im-
portant motive to hold Bitcoin that confirmed by the most robust connections between the independent
variable and inflation proxy in all regressions’ specifications. Second, hedging against institutional risks
is an extremely important explanatory force. And the rule of law is the variable that demonstrated the
most robustness of relationships among other quality of institutions proxies. Third, Bitcoin ownership
is also driven by the need to diversify the asset portfolio, a motive generated in advanced financial sys-
tems. However, the level of financial development alone does not sufficiently explain the share of the
population that owns Bitcoins across countries. Combined with the propensity to innovate, the level of
financial development becomes a strong explanatory factor.

The analysis shows that there are at least three key drivers of Bitcoin ownership across countries:
inflation hedge; hedge against institutional risks; the emergence of a new class of investors who not
only seek to diversify assets, but also want to benefit from being involved in a segment with prom-
ising technological prospects. If the role of financial development seems to be a logical argument
for the inclusion of cryptocurrencies in modern asset management strategies, the role of institu-
tional factors per se and in the aspect of monetary weakness remains underestimated. This means
that the current analysis of the nature and political economy of cryptocurrency should focus more
on the institutional foundations of monetary order and the collective trust in central banks when
institutions are weak.
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